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GROWTH THROUGH EXPLORATION 


PROFITABILITY 


Velvet Exploration Ltd. is a Canadian energy company engaged in the 
exploration, development and production of crude oil and natural gas. 
The Company is dedicated to achieving growth through full cycle, 
internally generated exploration in the pursuit of oil and natural gas 
prone. areas with multi-zone potential. Focussed landholdings are 

- situated solely in the Western Canadian Sedimentary Basin split between 
the plains areas of Alberta / Saskatchewan and the Alberta foothills. 


The Company’s common shares are listed on the Toronto Stock Exchange 


under the trading symbol “VLV”. 
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*The photographs featured throughout this report were taken on Stoney 
permitted lands located 50 kilometres west of Calgary at Morley, Alberta. 


HIGHLIGHTS 


For the years ended December 31 1999 1998 Change 
FINANCIAL 
($ thousands except for per share amounts) 
Oil and natural gas revenues 32,487 3,879 738% 
Cash flow from operations 16,055 1,474 989% 
Per common share 0.58 0.07 129% 
Net earnings 5,886 502 1,073% 
Per common share 0.21 0.02 950% 
Capital expenditures, net 77,642 12,639 514% 
Working capital (deficiency) (4,305) (2,636) 63% 
Bank loan 26,786 1,036 2,486% 
Shareholders’ equity 54,454 13,841 293% 
Common shares outstanding (thousands) 
Basic 32,645 22,514 45% 
Weighted average 27,520 2 ANS 30% 
OPERATIONS 
Average Daily Production 
Natural gas (mmcf per day) 16.11 3.92 311% 
Crude oil and NGL's (bbls per day) 1,869 158 1,083% 
Barrels of oil equivalent (boe per day) 3,480 550 533% 
Exit rate (boe per day) 5,300 1,850 186% 
Average Sales Price 
Natural gas — net of transportation and hedging ($/mcf) 2.59 2.08 25% 
Crude oil — net of hedging ($/bb!) 25.88 iehe\s) 66% 
Reserves 
Natural gas (bef) 
Proven 38.6 15.8 144% 
Elo 0 ae eve ee ete ehe ia les ly vy) ee eae Tey aes 97% 
WEE AS ar se tah Pan eee ee 58 ar eae 25 30a 126% 
Seer a Beets mich eve cpeker bb SRO Bata ce 0 55 71 UIC DIC ACRE DSI ont ca gta rae eae RL em ee 
Proven 5,136 904 468% 
Probable ee 684 oe. 328% 
Ge ode ee ane ee i nn ne 
Equivalent (mboe) _ 13,270 4,028 229% 


Finding and Onstream Costs 


Proven ($/boe) 9.91 5.80 71% 

Established ($/boe) 8.43 4.39 92% 
Recycle Ratio 

Proven 1.45 lene (17%) 

Established 1.70 2.30 (26%) 
Wells Drilled 

Gross 56 24 133% 

Net 46.0 12.4 271% 

Success rate (%) 71 88 (19%) 
Undeveloped Land Holdings (hectares) 

Gross 125,895 55,178 128% 


Net 105,975 48,749 117% 


FLEXIBILITY 


In an industry prone to uncertainties associated with commodity pricing, market conditions and operational 


services, the key to survival and growth is the ability to be opportunistic. Velvet must have the ability to 


be flexible in order to redistribute resources to meet changing conditions and demands. Velvet is well 


positioned to respond to both the challenges and opportunities that may arise. 


What was achieved: 


How it was achieved: 


‘What was achieved: 


How it was achieved: 


What was achieved: 


How it was achieved: 


A Diversified Exploration Portfolio 


The Company diversifies risk through a balanced distribution of capital 
expenditures into low, medium and high risk and reward ventures. With 
no externally imposed capital commitments required during 2000, the 


Company can respond to success by redirecting funds as desired. 


Operational Flexibility 


Velvet operates over 90 percent of its wells and has an average working 
interest of 84 percent in its prospects. This strategy allows Velvet to control 
the timing and distribution of capital expenditures, to respond to changes 
in commodity prices and the cost of services. 


Financial Flexibility 


Corporate debt at year-end was less than projected 2000 cash flow. Prudent 
use of the Company's line of credit, with the goal of maintaining a debt 
limit of one year’s forward cash flow, provides Velvet with a strong balance 
sheet. This enables the Company to fund an aggressive exploration 


program from cash flow and to evaluate potential asset acquisitions. 
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GROWTH THROUGH EXPLORATION 


Velvet creates value through full cycle, internally generated exploration of natural gas prone areas, augmented 
by strategic acquisitions. Establishing a solid land base, supported by comprehensive seismic coverage, 
is key to creating an inventory of drillable prospects. Drilling success from internally generated prospects 
is funded primarily from cash flow that is then translated into continuous growth through reinvestment 


in additional lands and drilling. 


What was achieved: Established a large undeveloped land base at competitive prices 


How it was achieved: Velvet focussed on building its inventory of undeveloped land in 1999 
prior to the increase in land prices resulting from increased commodity 
prices. To date, Velvet has amassed 105,975 net hectares of undeveloped 
land through acquisitions supplemented by Crown and freehold land 
purchases. As the foundation of a successful exploration program, this 


extensive land base will support the Company’s growth in 2000 


and beyond. 
What was achieved: Compiled a substantial seismic database 
How it was achieved: Through third party acquisition and field operations, Velvet has assembled 


approximately 24,000 kilometres of seismic data to complement its land 
position. The Company recognises the importance of seismic, particularly 
 3-D, to reduce exploration risk. Most of the Company's lands are supported 
by seismic coverage, resulting in a reduction in the time and risk involved 


in completing full cycle exploration through the drilling stage. 


What was achieved: Assembled a team of experienced exploration specialists 


How it was achieved: Velvet recognises that people are its most important asset. In order to 
mitigate exploration risk, Velvet attracted specialists with particular 
knowledge and historical exploration success in their respective areas. 
The team consists of five geologists, two geophysicists, a land department 
of five professionals and two geological technicians. With the dedicated 
support of the Company’s systems and capital resources, the exploration 
group is well positioned to lead the Company’s growth. 
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PROFITABILITY 


Value creation results from the ability to control costs throughout the exploration and production cycle. 


Velvet generated a 17 percent return on shareholder's equity in 1999, demonstrating its ability to find 


and produce oil and natural gas reserves efficiently while controlling its cost structure. The Company will 


retain its focus on profitability while its efforts are directed towards the rapid growth of its production and 


reserves base. 


What was achieved: 


How it was achieved: 


What was achieved: 


How it was achieved: 


What was achieved: 


How it was achieved: 


The Company’s return on shareholders’ equity was comparatively high 
in 1999 at 17 percent and is forecast to increase to approximately 
20 percent in 2000. 


The Company's past growth and its projected growth in production and 
earnings in 2000 has been based on internally funded capital programs. 


Net earnings as a percentage of cash flow rose to 37 percent in 1999 from 


34 percent in 1998. 


Velvet’s cost effective development of its asset base results in competitive 
depletion charges and the Company has a low effective tax rate on its 
deferred taxes resulting, in part, from the preferential tax treatment of 
royalties paid to First Nations. 


The Company's corporate cash flow per barrel of oil equivalent increased 
from $7.34 per boe in 1998 to $12.64 per boe in 1999. . 


Velvet was able to enjoy the full impact of increasing commodity prices 
in 1999 by closely monitoring operating and administrative costs. - 
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PRESIDENT’S MESSAGE 


Velvet continued on its path of dramatic and profitable 
growth during 1999. The Company was very active spending 
$77.6 million during the year. We continued to develop our 
Hobbema core area, completed a major acquisition of producing 
properties, brought our Stoney exploration project to drill 


readiness and signed an agreement to begin another high- 


impact, grass-roots exploration play. 


Ken S. Woolner 


Velvet's efforts in the field reflected clearly in strong operational results. Velvet's average daily production grew 
by more than 500 percent over 1998, reaching 3,480 boe per day in 1999. Our reserves base increased from 
3,256 mboe of established reserves at year-end 1998 to 11,134 mboe at year-end 1999, a year-over-year increase 


of 242 percent. Growth in established reserves represented 620 percent of the year’s production. 


However, Velvet's primary goal is not merely to grow, but to grow profitably, and in 1999 we again achieved this 
objective. Cash flow increased to $16 million in 1999, a gain of 989 percent over 1998. More importantly, cash 
flow per share grew by over 700 percent, from $0.07 per share in 1998 to $0.58 per share in 1999. Net earnings 
grew by 1,073 percent, totalling $5.9 million or $0.21 per share. Velvet’s net asset value increased from $1.48 
per share at year-end 1998 to $2.89 per share at year-end 1999 based on the pre-tax net present value of established 
reserves discounted at 12 percent. The end result, and the most important benchmark for our shareholders: 


Velvet generated a return on equity during 1999 of 17 percent. 


STRATEGY FOR GROWTH 


Velvet's success to date is based upon a philosophy focussed on delivering consistent growth in results per share, 
creating superior returns on our shareholders’ equity. This growth is funded through the reinvestment of cash 
flows generated from operations, supplemented by the prudent use of bank debt and equity. Our underlying 
premise is that a track record of growth and positive returns translates into a lower cost of capital. This advantage 


will ensure we have sufficient access to capital, allowing us to participate in exciting and rewarding projects. 


In order to maintain an aggressive growth profile, we have developed a strategy creating a portfolio of exploration 
projects that offer a mix of high, medium and low risk/reward profiles. This structure is aimed at mitigating 
downside risk while generating investment capital for, and retaining exposure to, strong upside potential. 
Approximately 35 percent of our 2000 capital budget is directed towards more predictable, lower risk projects, 


while the balance of 65 percent is split between medium and high risk/reward projects. 


Our lower risk projects are generally funded without partners, have high cash recycle ratios 
and are of sufficient scale to create a continuous flow of drillable prospects. These projects 


are in the plains areas of Alberta and Saskatchewan, and yield either oil or natural gas reserves. 


Complementing these “bread and butter” projects are “high impact” type exploratory projects, 
characterised by large reserve potential, higher capital costs, predictable long life production 


profiles and a natural gas focus. These plays will typically include exploration partners in order 
to diversify and mitigate exploration risk. 


While our primary focus is on the exploration of our undeveloped land base, we are also cognisant of the value 
we can create through the timely purchase of oil and gas assets at attractive rates. In 1999, our growth continued 
via the drill bit in Hobbema as we continued to build on our 1998 successes, but it also included the acquisition 
and subsequent exploitation of a large package of producing oil and gas reserves, undeveloped land and seismic 
data. The acquisition, completed in June 1999 for $42.3 million was the largest in our history, adding an important 


new core area at Ante Creek, Alberta, as well as a significant source of production growth at Parkman, Saskatchewan. 


GROWTH THROUGH FULL CYCLE EXPLORATION 


On the exploration front, we were able to move our Stoney foothills project from conception in early 1999 to the 
drilling phase in just one year, while validating the project through partnerships with two of Canada’s premier 
foothills natural gas explorers. Additionally, last month, we expanded our foothills exposure by acquiring a permit 
that gives us the right to explore a 175 square mile block of undeveloped land on the Peigan First Nation 
in southwest Alberta. Velvet's partnership with the Peigan Nation is our fifth First Nations relationship, and is 


further evidence of our commitment to working with Canada’s First Nations in a mutually beneficial way. 


Velvet exited 1998 with 1,850 boe per day of production from one core area in Hobbema and a large undeveloped 
land position at Stoney. We begin the new millennium with 5,300 boe per day of production from three core 
areas, an exciting set of drillable foothills targets defined through 3-D seismic at Stoney, and a large new foothills 


land block in its initial exploration phase. 


Two of Velvet’s key attributes are a large inventory of undeveloped land and an extensive seismic database. 
With 138,400 hectares of undeveloped land and 27,500 kms of 2-D and 600 square kms of 3-D seismic data, 
Velvet remains well positioned to continue its growth through exploration projects generated within the Company. 
This is crucial to cost effective growth as the industry entered 2000 with oil and natural gas properties trading 
at extraordinarily high values, making it challenging for a company to grow through acquisitions in a financially 


accretive manner. 


The growth of our oil and natural gas asset base is the result of a significant financial commitment to personnel 
and systems. Our full-time complement of staff is currently 31, 14 of whom are in our exploration department. 
This high proportion of exploration personnel reflects our ongoing commitment to growth via the drill bit. 
We have also made a significant investment of time and money in upgrading accounting, finance, geophysical 
and land reporting systems. In a dynamic and fast-growing company, the timeliness and integrity of financial and 


operating information is critical to our success. We place a high degree of emphasis on this aspect of our business. 


FINANCIAL STRENGTH 


Velvet continues to be financially strong as a result of the prudent use of bank debt and commodity price hedging 
combined with judicious issuances of common shares. Velvet’s year end bank debt plus its working capital 
deficiency stood at $31.1 million, which is less than our current estimated cash flow for 2000. | was particularly 
pleased that, in a soft equity market, we were able to finance our large acquisition last year by raising equity capital 
from new institutional shareholders, as well as from existing shareholders through the exercise of share purchase 


warrants. 
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MANAGEMENT TEAM 


M. Brady Webb 
Vice-President, 


Engineering 


Philip J. Loudon 
Vice-President, Business 
Development 


Kelly E. Kimbley 
Vice-President, 
Corporate and Legal Affairs 


M. Brent Ronald 
Vice-President, 


Exploration 


Richard A. Schultz 
Vice-President, 


Operations 


J. Peter Henry 
Vice-President, 


Finance and Chief Financial Officer 


Both financings were done at $3.55 per share, and to date these shareholders have realised a solid return 
on their investment. In 1999, the trading liquidity of our shares also provided the opportunity to welcome many 
new shareholders, giving us a good balance between retail and institutional holdings. The strength of our balance 


sheet will ensure that we have the financial flexibility to continue our steady growth. 


Going into 2000 and looking ahead, Velvet remains very well positioned, with a solid asset base, a track record 
of profitable growth and a very exciting inventory of exploration projects ranging from low impact, statistically 
predictable plays, such as Hobbema and Parkman, to very high impact, high reward plays such as Stoney. Managed 
as a portfolio of varied risk/reward profiles, Velvet offers a rare combination of steady and profitable performance 


complemented by a smaller number of high impact, “home run” type projects. Combined with a strong balance 


sheet, extremely positive prices for oil and natural gas and a favourable currency exchange rate, the prospects 


for an exciting and profitable year look very good indeed. 


Our 2000 capital program of $35 million is being funded primarily through cash flow from operations. The budget 
is directed towards internally generated exploration, capitalizing on our extensive undeveloped land position 
and seismic database. The budget provides for the drilling of 60 (45 net) wells, and is targetted to result in finding 
and development costs of $7.50 per proven boe of reserves and achieve an annual average production 


rate of 6,200 boe per day. 


Concurrently, we will evaluate acquisition opportunities that are consistent with our operating philosophy, 
i.e., that are likely to provide a strong return on equity. We are in a position to make an acquisition without significant 


dilution to our shareholders, and without adding excessive debt. 


| believe our company provides a creative and stimulating work environment for our employees, which combined 
with our diverse asset base and financial strength, will provide the impetus for continued growth. | would like 
to take this opportunity to thank Velvet’s technical, financial and field teams for their dedication, commitment 
and drive. Special thanks also go out to Velvet's Board of Directors for their wisdom and guidance, and to Velvet's 


First Nations partners for their vision in promoting these economically advantageous projects. 


eae 


Ken S. Woolner 
President and Chief Executive Officer 
March 7, 2000 
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EXPLORATION REVIEW 


: | ti hilo hy is to 
Velvet’s exploration philosophy ALBERTA 


acquire and control large blocks of 
undeveloped lands with multi-zone, de Praiie 
seismically definable geological targets 
in close proximity to existing COURT 
Edmonton 
expanded its exploration exposure 
through acquisitions of assets and 
strategic parcels of land. Velvet’s 1999 
exploration capital expenditure totalled 


$23 million, of which $2 million was spent on PARKMAN 


acquiring undeveloped land, $3 million on seismic 


and the remaining $18 million on drilling activities. 


The addition of two new core areas accompanied by an extensive undeveloped land base of 125,895 hectares 
(491 sections), net 105,975 hectares (414 sections), and approximately 24,000 kilometres of seismic coverage 
provide the Company with the flexibility to manage a diversified portfolio of risked exploration ventures 
in 2000 and beyond. 


In order to sustain the Company's growth through the drill bit while replacing annual production, Velvet 
diversified its risk profile by identifying high, medium and low impact areas in which to allocate its 
exploration budget. The Company budgeted $35 million for its capital expenditures program in 2000. 
Of this total, approximately $28 million is assigned to exploration activities of which 40 percent is allocated 
to high-impact areas, 25 percent in medium-impact areas and 35 percent in low-impact areas. This will 
permit the Company to participate in the drilling of approximately 60 wells with an average working interest 


of 75 percent. 


Drilling Expected Reserve 
Allocation Target D&A Chance of Initial Expected Life 
of Budget Depth Costs Success Production Reserves Index 
(%) (m) ($ thousands) i) (mmcfe/d) (bcfe) (years) 


HIGH IMPACT 


Stoney, Minnow, Quirk Creek, 40 2,000-5,000 1,000-4,000. 15-25 10-20 10-20+ 10+ 
Peigan, Deep Basin 


MEDIUM IMPACT 
Ante Creek, Greencourt 25 1,000-2,500 300-1,000 25-50 2-8 2-10 5-10 


LOW IMPACT 
Hobbema, Parkman 35 600-1,000 150-300 50-75 1-5 1-5 2-5 


* All numbers are on a per well basis except “% of budget” 
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FOOTHILLS 


The Alberta foothills exploration fairway contains many of the larger fields found in the Western Canadian Sedimentary 
Basin. The area provides Velvet with the opportunity to explore for long-life reserves with significant cash flow 
potential and low finding and onstream costs. Since signing the Stoney First Nation permit in September 1998, 
Velvet has focussed its exploration efforts on expanding its foothills presence. During 1999, the Company added 
two large exploration parcels, resulting from farm-ins. A third block was acquired in February 2000, bringing the 
total foothills land exposure to 86,425 hectares (338 sections). 


The primary targets in this high-risk, high-reward gas-prone fairway are the Mississippian and Devonian aged 
carbonates at depths ranging from 2,000 to 5,000 metres. Reserves are typically in excess of 20 bcf per well 
with initial production rates up to 20 mmcf per day. Extensive use of three-dimensional (3-D) seismic has been 
instrumental in unravelling the geological complexity of these highly structured formations, allowing Velvet to re- 
evaluate historical geological interpretations. Velvet anticipates spending 25 percent of the 2000 exploration capital 


budget in the foothills region. 


STONEY 


During 1999, a 69 km two-dimensional (2-D) and 92 square km (36 sections) 3-D seismic program was completed 
over a portion of the Company's 26,846 hectare (105 section) permit. Interpretation of the data indicated that 
Mississippian and Devonian thrusted sheets terminated, with previously untested structural closures, 
on Velvet’s exploration lands. To mitigate the expense and risk of drilling, the Company farmed-out a portion of 
the land to three senior oil and gas companies with foothills drilling experience. A 2,875 metre Mississippian test 
well commenced drilling in January 2000. Although Velvet’s capital participation is one percent through the drilling 
and completion stages, a successful well will provide the Company with 37 percent of the natural gas production 
and reserves. Velvet also arranged for competitive gathering and processing fees at the Jumping Pound plant 
in order to expedite the translation of drilling success into cash flow. Results of the test well will be known 
by the end of the first quarter 2000. 


The encouraging results of the first 3-D seismic program prompted Velvet to initiate a second program concurrent 
with the drilling of its first well. The 2000 program, covering 154 square kilometres (60 sections), is designed to 
confirm drillable leads established by last year’s 2-D seismic operations. When merged with the 1999 program, 
it will provide continuous 3-D seismic coverage over more than 75 percent of the Stoney lands. Interpretation 


results of the latest program is expected to be completed by the end of the second quarter. 


MINNOW 


Velvet entered into a farm-in arrangement, covering 7,936 hectares (31 sections), with a senior oil and gas company, 
to participate in the drilling of a 1,950 metre Mississippian test well. The well, located in the Grande Cache area, 
425 kilometres northwest of Calgary, spudded in late December. Velvet pays 25 percent of the costs to drill and 
evaluate the well in order to earn 18.75 percent from casing point onward. If successful, three development wells 
will be drilled on this structure in 2000 and 2001. Natural gas production would be tied-in through infrastructure 
provided by the Findlay field, situated 10 kilometres to the northeast, later in 2000 or first quarter 2001. 
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Schematic of subsurface geology on Stoney lands illustrating Mississippian drilling target. 
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QUIRK CREEK 


A second farm-in on lands located 30 kilometres southwest of Calgary, presents Velvet with the opportunity 
to earn 100 percent in 6,912 hectares (27 sections) of land subject to a gross overriding royalty of 15 percent. 
Velvet is currently purchasing 2-D trade data in order to confirm the presence of a Mississippian structure 
at depths of approximately 2,600 metres. Pending the results of the seismic review, Velvet has the option to 
shoot a 3-D seismic program. The close proximity to infrastructure at the Quirk Creek field adds to the attractiveness 


of this prospect. 


PEIGAN 


Effective February 2000, Velvet entered into a permit with the Peigan First Nation, the Company's fifth First Nation 
partner. The five-year permit, acquired at a cost of $1 million, grants Velvet 100 percent of the exploration rights 
to 44,731 hectares (175 sections). Located near Fort MacLeod, 130 kilometres south of Calgary, the lands are 
prospective for Devonian, Mississippian and Cretaceous natural gas targets at depths of 2,200 metres 
to 4,000 metres. The lands are relatively unexplored with only one Cretaceous and five Devonian wells drilled 
to date. Situated between the prolific Waterton and Blood fields, and bisected by a major highway and pipeline, 
the Peigan lands exhibit all the elements of Velvet’s exploration philosophy. 


Pursuant to the terms of the permit, Velvet has committed to shoot a minimum of 26 square kilometres 
(10 sections) of 3-D seismic data during the first 18 months of the permit. Additionally, Velvet committed to spud 
one well by February 2003 to test the Mississippian Formation at an approximate depth of 3,000 metres. As each 
well drilled earns 30 sections of land, Velvet has the option to earn the remaining lands covered by the permit 
with five additional wells. In order to optimise the design of the 3-D seismic program, the Company will first 


purchase and interpret a grid of 2-D seismic trade data early in 2000. 


DEEP BASIN 


Velvet will commit approximately 15 percent of its exploratory budget to high-impact, gas-prone plays in the deep 
basin region of Alberta. The deep basin encompasses the transition area between the foothills and plains. 
It is typified by multi-zone, seismically definable targets at depths of 1,500 metres to 4,500 metres, supported 
by an extensive infrastructure. Reserve expectations, from Cretaceous to Devonian targets, average 10 bcf 


per well with initial production rates of approximately 10 mmcf per day. 


The Company has initiated an exploration program to identify drillable prospects with multi-zone potential which, 
with success, can be quickly converted to cash flow. One of the corporate goals for 2000 is to establish a new 


core area through strategic alliances and farm-ins, in the deep basin area. 


MEDIUM IMPACT PLAYS 


NOVA T69 
Pipeline 
Montney Triassic C Pool 
T68 
Montney Triassic E Pool 
Horizontal Injector T67 
Montrey Triassic N Pool 
Expansion 
T66 
T65 


f) vewver LAND Wo waturat cas Poot 


@ LOCATION © owPoor 


ANTE CREEK 


Ante Creek is Velvet's second core area with year-end production of 915 boe per day comprised of 600 bbls per 
day of 38° API oil, 75 bbls per day of natural gas liquids and 2.4 mmcf per day of natural gas. Velvet operates 
13 gross (12 net) producing wells, from the Triassic Montney Formation at depths of 1,850 metres, with an 
average working interest of 90 percent. This medium-impact property offers both exploitation opportunities 
and multi-zone, natural gas and light oil exploration targets from its 16,900 hectares (65 sections), 13,360 net 


hectares (52 sections) of undeveloped land. 


In October 1999, Velvet drilled a Montney Formation horizontal water injection well in the Triassic E pool, 
with a working interest of 100 percent. The well was drilled to test the viability of waterflooding the reservoir 
to enhance ultimate oil recovery and improve existing well productivity. Initial results have been very encouraging 
with water injection rates exceeding Velvet’s expectations. Definitive results will not be known until late 
in 2000 and, if proven successful, four additional horizontal injectors will be drilled. Implementation of the complete 
program could more than double the daily oil production from its current rate of 500 bbls per day while providing 


an incremental four to five million net bbls of recoverable reserves. 


The first well in a three-well expansion program of the Triassic N pool was drilled early in 2000. The well was 
cased for oil production resulting in an extension to the current limits of the pool. The size of the pool will be 
further defined by the two follow-up wells. New completion techniques to optimise well performance will 
be assessed as part of this drilling program. This project is the first phase of a program to expand Velvet's assets 
at Ante Creek. Exploration drilling in 2000 will also evaluate natural gas targets in the Cretaceous, at depths 
of approximately 1,600 metres. A seismically defined, deeper Devonian Beaver Hill Lake prospect, at depths 
of 3,200 metres, will also be tested. In total, approximately 15 percent of the 2000 exploration capital budget 


will be spent at Ante Creek. 
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GREENCOURT 


The Greencourt exploration block was identified in 1998 as a highly prospective area within which a new core 
area could be established. In 1999, the Company accumulated a significant land position of 12,608 hectares gross 
(49 sections), with an average working interest of 88 percent, supported by full seismic data coverage. In addition, 
the Company tied-up under option an additional 12,480 hectares (49 sections) in this medium-impact, natural gas 
prone area. 


Following a comprehensive seismic evaluation, drilling operations are anticipated to commence at two locations 
during the first quarter of 2000. Each well will target Jurassic features at depths of 1,550 metres with reserve 
expectations ranging from two to seven bef per well. A third Devonian Beaverhill Lake target, at a depth 
of 2,500 metres and potential oil reserves of 350,000 bbls, will be drilled later in the year. Approximately 
10 percent of the exploration capital budget will be assigned to the Greencourt block. With many portions of the 


area characterised by year-round access and a well established infrastructure, drilling success could be reflected 
in 2000 cash flow results. 


LOW IMPACT PLAYS 
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HOBBEMA 


Established as the Company's first core area in 1997, Hobbema continues to be the foundation of Velvet's daily 
production. An active 1999 drilling program of 38 gross (30.7 net) wells resulted in 14 natural gas wells (10.3 net), 
10 oil wells (8.9 net) and 14 abandonments (11.5 net), for an overall success rate of 63 percent, at an average 
working interest of 81 percent. Average daily production increased by 1,000 boe per day to a year-end rate of 


2,850 boe per day comprising 35 percent oil and natural gas liquids and 65 percent natural gas. 


During 1999, the Company significantly increased its undeveloped land base with the acquisition of 33,556 hectares 
(131 sections), net 27,128 hectares (106 sections), located peripherally to the Company's three First Nation permits. 
In total, Velvet has amassed 47,298 hectares (185 sections), net 34,989 hectares (137 sections), of undeveloped 


lands in this core area. These newly acquired lands are instrumental to the continued expansion of the Company's 


geological plays. 
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The Belly River formation, at depths of 500 metres to 800 metres, is predominantly natural gas bearing. However, 
a recent light sweet 35° API oil discovery by Velvet, with initial production of 60 bbls per day from a fluvial channel 
system, presents a new play type that will be developed in 2000. Likewise, the discovery of Basal Colorado 
reserves at depths of 1,300 metres, with production rates of one to six mmcf per day, is an exciting development 
that will drive the expansion of the Hobbema block. Geological mapping has identified similar drillable prospects 
that will be tested by the drill bit in 2000. 


The Lower Mannville Ellerslie and Glauconitic Formations at depths of 1,450 metres also continue to provide 
surprising results as evidenced by a recent Glauconitic channel discovery with initial production rates of five mmcf 
per day. Development locations are currently being evaluated. The discovery in 1999 of an undeveloped oil leg 
provided another new development opportunity. To date, three oil wells, at working interests of 40 percent to 80 
percent, have been drilled and are awaiting tie-in. Based on these results, additional locations are currently being 


evaluated. In total 30 percent of the exploration capital expenditures budget will be allocated to Hobbema in 2000. 


PARKMAN 


Velvet has an 85 percent average working interest at Parkman, located 210 kilometres southeast of Regina, 
Saskatchewan. The property was acquired in June 1999 with the recognition that improvements in production 
could be achieved by additional drilling and re-engineering. Production is derived from the Mississippian Tilston 
Formation, at depths of 1,050 metres, providing light oil of 34° API. 


As a result of pump changes, recompletions and the drilling of 15 wells, production at Parkman increased from 
337 bbls per day to 1,300 bbls per day by year-end. Five percent of the 2000 exploration capital expenditures budget 
has been allocated to additional workovers along with the drilling of six development wells. To date, three of the 


wells have been successfully drilled and are expected to be on stream by the end of the first quarter of 2000. 


UNDEVELOPED LAND 


The creation and maintenance of a large inventory of undeveloped land is fundamental to Velvet's full cycle 
exploration strategy. Velvet continued to focus on this objective in 1999 by more than doubling its land holdings 
to 125,895 (105,975 net) hectares or 491 (414 net) sections, up from 55,178 (48,749 net) hectares or 215 (190 
net) sections at year-end 1998. The increase is attributed to a combination of three strategic acquisitions at 
attractive prices (averaging $135.00 per hectare), complemented by purchases of Crown and Freehold lands. 
At year-end 1999, an independent land evaluation assigned a value of $25.6 million to Velvet’s inventory 
of undeveloped lands. 


The inventory of undeveloped land at December 31, 1999, is significant for a junior oil and natural gas exploration 
company. Notwithstanding the sizeable land base, Velvet aims to continue to expand its landholdings in existing 
core areas, and to generate new core areas through a combination of acquisitions and land purchases. To that 


end, Velvet has allocated approximately $2.5 million, or nine percent of its total exploration budget for the purchase 
of additional undeveloped land. 


UNDEVELOPED LAND SUMMARY 


SSS 


1999 1998 

(hectares) Gross Net Ave. WI Value Gross Net Ave. WI Value 
Alberta 

Hobbema 47,298 34,989 74% $ 7,381,749 AE B32 25) SOR 81%  $ 4,435,332 

Ante Creek 16,448 13,248 81% $ 6,073,727 

Stoney 26,846 26,846 100% $ 8,319,139 26,846 26,846 100%  §$ 4,566,584 

Greencourt 12,608 11,136 88% $ 1,677,121 
_ Sl ee 10,144 7316 72% $1,308,592 
Total Alberta 113,344 93,535 83%  $ 24,760,328 55,178 48,749 88% $ 9,001,916 
a ne ae eagle econ enim eae ere uci aaa suet ecg Akers 

Parkman 2,306 2,291 99% $ 331,219 

Other 10,245 10,149 99% $ 518,858 
Total Sestchevrer Rie aes este PHity oe Re seo 07 ee 
see erate iat ayes Gite ae Soe elie ee ee erica arcs Fred 
LAND RECONCILIATION 

1999 1999 

(hectares) Gross Net 
Undeveloped land December 31, 1998 55,178 48,749 
Property acquisitions 100,780 60,684 
Property dispositions 896 896 
Expiries and reallocations (developed) 29,167 2,562 


Undeveloped land December 31, 1999 125,895 105,975 


FIRST NATION PARTNERSHIPS 

Partnerships with First Nations are an important part of Velvet's growth story. Over the last three years, Velvet has 
been granted exclusive exploration rights to five large contiguous blocks of First Nation land. The most recent of 
these grants was made in February 2000 by the Peigan First Nation through Indian Oil and Gas Canada (“IOGC"), 
covering 44,731 hectares (175 sections) of land. In total the five grants have provided Velvet with the exploration 
rights to163,606 hectares (151,297 net) or 639 sections (591 net) of undeveloped land, forming a solid foundation 


for growth. 


Velvet has worked hard to convert these exploration opportunities into successes. In this regard, according to the 
|OGC Annual Report for 1999, Velvet was the most active operator on First Nation lands drilling more than 30 
percent of all wells drilled during the period. This activity, coupled with Velvet’s application of 3-D seismic 


techniques, has been instrumental in achieving a 75 percent drilling success rate over the last three years. 


A key to Velvet's successful partnerships is its delivery of consistently strong financial and operational results while 
showing respect for the culture and land of each of its partners. This success resulted in the creation of significant 


value for our shareholders while providing training, employment and revenue for our First Nation partners. 
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REVIEW OF OPERATIONS 
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WELLS DRILLED 


9) cross 
1) net 
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Velvet participated in the drilling of 56 (46 net) wells during 
1999, at an average working interest of 82 percent and 
achieved an overall success rate of 71 percent. The 
Company operated 49 of the 55 wells, and all but one of 


these wells were drilled in our core areas of Hobbema, 


Ante Creek and Parkman. 


DRILLING 


During 2000, Velvet plans to drill 60 (45 net) wells. Of this total, 
approximately two-thirds will be in Velvet’s core areas while the 
remainder will be higher-impact exploration wells, such as the Stoney 


exploration play. 


Escalating oil and natural gas prices have contributed to a significantly 
higher level of industry drilling activity. Drilling rig utilisation rates and 
prices have increased dramatically, making it difficult to secure the services 


of drilling contractors on short notice and at budgeted levels. Velvet 


- currently has two drilling rigs under long-term contract that will assist 


in achieving 2000 corporate objectives. 


DRILLING ACTIVITY 


1999 1998 
(number of wells) Gross Net Gross Net 
Natural gas 15 10.6 16 Tez 
Oil 24 - 21.8 5 38 
Service 1 1.0 0) 0.0 
Abandoned 16 12.6 3 1.4 
Total 56 46.0 24 174 
Exploratory 12 9.6 7 6 
Development 43 35.4 7 6.4 


PRODUCTION 


Velvet’s average daily production grew dramatically during 1999, reaching 3,480 boe per day, compared to 
550 bbls per day during 1998, culminating in a 1999 exit rate of 5,300 boe per day. An active drilling program 
through the fourth quarter and into 2000, pushed Velvet's current production over 6,000 boe per day. Crude oil 


and natural gas liquids comprises 60 percent of the current total. 


Velvet operates 98 percent of its current production, providing control over the type and pace of development 


activities and improving the Company's ability to attain reductions in per unit operating costs. 


1999 AVERAGE DAILY PRODUCTION 


Gas Liquids 
Core Area (mef/d) (bbls/d) Boepd") — Boepd'2) 
Hobbema 12,690 757 2,026 2,872 
Ante Creek* 2,030 512 TA 850 
Parkman* = 545 945 945 
PT ee, ee 1,390 ee 134 ay 
ee SS 0 CN Toes eee ae aoe 


(1) 10:1 Conversion 
(2) 6:1 Conversion 
*Properties were purchased effective April 1, 1999. 


The Hobbema core area, comprising 58 percent of production for the year, continued to be a very active area for 
the Company. A long-term gas gathering and processing agreement with a midstream facilities operator provides 
for the construction of facilities, by that operator, to process and deliver Velvet’s natural gas to market. This 
arrangement allows Velvet to dedicate more capital to the drilling phase of our operations. The Company drilled 
38 gross (30.7 net) wells in Hobbema in 1999. Velvet's current production from Hobbema is 3,300 boe per day, 
of which 1,400 bbls per day is crude oil and liquids and 19 mmcf per day is natural gas. During 1999, the operating 
costs in Hobbema were $5.01 per boe, comparing favourably to $5.32 per boe for 1998, and are not expected 


to vary significantly in future due to the fees fixed by processing agreements. 


The Ante Creek core area was purchased in April 1999 and comprised 21 percent of average 1999 daily production. 
The Company moved quickly to develop the potential of the property. Upon completion of a reservoir engineering 
study carried out during the third quarter 1999, a pilot waterflood was initiated in the Triassic “E” Pool with the 
drilling of a horizontal water injector. The project involves the injection of large quantities of water into the reservoir 
forcing untapped oil to migrate to the producing wellbores, significantly improving oil recovery from the pool. 
The process will be monitored for the remainder of the year with positive results leading to the drilling 
of four additional injectors during 2001. The project has the potential to increase recoverable oil by 20 percent, 


yielding an incremental four to five million bbls of oil. 


Current production at Ante Creek stands at 950 boe per day, comprised of 700 bbls per day of crude oil and natural 
gas liquids and 2.5 mmcf per day of natural gas. Velvet also has oil and gas processing agreements with 
a midstream company for its production at Ante Creek. The operating costs during 1999 were $6.39 per boe and 


are expected to decline slightly on a go forward basis. 
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Velvet's third core property, located in Parkman, Saskatchewan, was also acquired in April 1999. Crude oil production 
net to Velvet at the time of purchase was 350 bbls per day. Velvet spent $600,000 on a number of minor workovers 
and increased production to 750 bbls per day by August 1999. The drilling of 15 gross (13.9 net) wells by 
year-end 1999 raised production to more than 1,300 bbls per day, an increase of more than 300 percent in only 
six months. 2000 drilling and workovers have raised current production in Parkman to 1,400 bbls per day. When 
Velvet purchased the Parkman property the operating costs were $12.00 per bbl and as a result of the above 
mentioned initiatives the operating costs have decreased to less than $6.00 per bbl with an average of $8.15 
per bbl for 1999. Velvet’s goal is to continue to operate the property at less than $6.00 per bbl. 


RESERVE SUMMARY 


The following reserves have been evaluated by the Company's independent engineers, McDaniel and Associates. 


OIL AND NATURAL GAS LIQUIDS RESERVES (before royalties) 


(thousands of barrels) December 31, 1999 1998 
Proven producing 3,634 789 
Proven non-producing 1,502 is 
Pro e  is cakuethay casas seks mn ee 2204 Ee s 
Total 7,420 1,438 


NATURAL GAS RESERVES (before royalties) 
(billions of cubic feet) 


Proven producing 28.3 12.4 
Proven non-producing 10.3 3.4 
Probable. a 19.9 10.1 
Tetg[ Putt SPREE eee Ge neo ae cue 


RESERVES EQUIVALENT (before royalties) 
(thousands of barrels) 


Converted at 10:1 


Proven producing 6,464 2,029 
Proven non-producing 2,532 455 
Probable 4,274 1,544 
rapaf ce on Dhan Oh Pee as aie ee 13370 ee ee oe 


Converted at 6:1 


Proven producing 8,351 2,855 
Proven non-producing 3,219 682 
eee ole  lealnccsrsnoles ccna eoul eel 
Teg, NTS Eee omaiEnG acest a Fics a Ee ee eee eT a eee a 


RESERVES RECONCILIATION 


Oil (mbbls) Natural Gas (bcf) 
Proven + Proven + 
Proven Probable Proven Probable 
December 31, 1997 101.0 129.0 4 5.4 
Discoveries and extensions 813.8 1,328.6 eG 20.7 
Purchases 30.0 30.0 1.4 1.4 
Production (57.6) (57.6) (1.4) (1.4) 
LO UTR SLU NG eget ape neh Ieee i oe ne 
December 31, 1998 903.8 1,437.8 15.8 Zed 
Discoveries and extensions 1,043.2 1,470.9 9.4 15,2 
Purchases een 5,618.8 18.8 27.4 
Production (682.3) (682.3) (5.9) (5.9) 
/ fevisions of priorestimates wn, sen ie 24 Bee 0.5 (4.1) 
December 31, 1999 5,137.0 7,420.3 38.6 58.5 
ESTIMATED FUTURE NET REVENUE 
DISCOUNTED NET PRESENT VALUE 
BEFORE INCOME TAX 
0% 10% 12% 15% 
($M) ($M) ($M) ($M) 
Proven producing 91,403.8 10,22 67,871.2 63,981.8 
Proven non-producing cee, co ae 2 Ce 14,000.2. 
Total proven 125,136.2 89,008.1 84,220.2 77,982.0 
POU SET CL e he 2805 CAB mea etay octet ae chars AU URLS 22.5896 
Total proven plus probable additional 183,983.9 118,748.3 110,734.9 100,531.6 
PRICES 
(independent engineering forecasts) 
Oil Natural Gas 
WTI at 
Cushing Light Crude At Henry Hub TCGSL Average 
Oklahoma at Edmonton Louisiana Field Price 
$US/bbI $CDN/bbI $US/mmbtu $CDN/mmbtu 
2000 21.00 29.40 2.45 2.70 
2001 20.00 27.10 DNs 2.65 
2002 20.50 27.40 2.60 2.60 
2003 21.00 28.10 2.64 2.60 
2004 21.40 28.60 2.68 2.65 
Escalation Rate of 2.5% per year Escalation Rate of 3.1% per year 


to 2013, 2% per year thereafter to 2013, 2% per year thereafter 
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FINDING AND ONSTREAM COSTS 


The Company's 1999 finding, development and onstream costs were: 


FINDING AND ONSTREAM COSTS 


1999 1998 1997 
Net capital expenditures (millions)"") $77.14 $12.58 $53 37, 
Proven reserves added (mboe) 7,786.0 2,170.4 486.0 
Proven and 50% probable reserves added (mboe) 9,151.6 2,862.7 565.0 
Average cost per boe (proven) $ 9.91 $ 5.80 $ 6.93 
Average cost per boe (proven plus 50% probable) $ 8.43 peg $ 5.96 


(1) Includes all capital expenditures on petroleum and natural gas interests less dispositions. 


RESERVE RECYCLE RATIO 


1999 1998 

Average cash netback per boe $14.37 $10.10 
Reserve addition and onsteam costs per boe 

Proven $ 9.91 $ 5.80 

Proven plus 1/2 probable $ 8.43 $ 4.39 
Reserve recycle ratio 

Proven 1.45 1.74 

Proven plus 1/2 probable 1.70 2.30 
MARKETING 


Velvet remains optimistic about Canadian natural gas prices for 2000 and beyond. Recent increases in export 
capacity through the Northern Border Pipeline and Trans-Canada Pipeline projects totalling 1.1 bcf per day are 
to be supplemented by 1.3 bcf per day from the Alliance Pipeline project in late 2000. This increased capacity 
should help to maintain the tight differentials between Canadian pricing and the strong US price for natural gas. 


As expected, natural gas prices in Canada increased during the last half of 1999, and have remained strong even 
though the winter was much warmer than normal. Recent concerns regarding western Canada’s ability to supply 
natural gas at current demand levels has further strengthened pricing as we exit the winter heating season. 


The prospect of strong summer prices is leading to predictions of new highs for next winter. 


Approximately 90 percent of Velvet's corporate production is priced at “AECO-C" in Alberta. The Company has 


no transportation commitments outside of Alberta and has very small exposure to aggregator pricing. 


Velvet uses various financial tools to protect cash flows on an ongoing basis. Natural gas comprised almost 
50 percent of Velvet's 1999 production and is expected to make up about one half of 2000 production as well. 
In order to minimise the impact of price swings, the Company has used a combination of financial tools to set 


a minimum price of $3.10 per mcf on approximately 45 percent of forecast natural gas production. 


Natural gas liquids production averaged 199 bbls per day at an average price of $20.33 per bbl. 


Velvet's crude oil production averaged 1,670 bbls per day during 1999, and was sold at an average price 
of $25.88 per bbl, net of hedging costs. The quality of Velvet’s crude oil production ranges from 25° to 38° API 
and commands an average price of $4.00 less than benchmark Edmonton Light sweet pricing. A crude oil price 
of $26.00 per bbl at the wellhead, based on a benchmark West Texas Intermediate price of US$21.50 per bbl, 
has been used for budgeting purposes for 2000. 


A fixed price crude oil swap on 500 bbls per day for the five month period ending September 30, 1999 resulted 
in a hedging cost of $695,000 for the year. The Company has used financial “collars” (a combination of put and 
call options) to set a minimum price of US$17.75 per bbl anda maximum price of US$22.30 per bbl on approximately 
40 percent of expected crude oil production in 2000. 


ENVIRONMENT AND SAFETY 


Velvet is committed to operating in a safe and environmentally sensitive manner, and to safeguarding the health 
and welfare of our employees, contractors and the public. Velvet conducts its operations in compliance with 
all provincial and federal operating and environmental regulations and is proactive in maintaining the environment. 
The Company has a safety and environmental manual containing policies and procedures for the safety of employees, 


contractors and the public. 


The majority of the Company's field operating infrastructure is relatively new and meets current environmental 
standards and, as a result, does not have major liabilities attached to it. The Company has an ongoing program 
of well abandonment and site restoration, which ensures any potential future environmental issues are provided 
for and resolved in a timely manner. The Company did not have any material environmental or safety incidents 
during 1999. 


Velvet has developed a corporate emergency response plan, which has been approved by the Alberta Energy 
and Utilities Board, and is continually updating the plan in its areas of operations. This plan details the procedures 


that our personnel will follow in an emergency. 
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MANAGEMENT'S DISCUSSION AND ANALYSIS 


Record capital expenditures in 1999 on the continued 
exploration of the Hobbema core area, and the addition of 
two core areas through a major acquisition, resulted in 
a dramatic increase in oil and natural gas production. 
Additionally, the acquisitions expanded our undeveloped 
land base, provided a vast seismic database and a 
significant increase in our exploration tax pools. Our 
exploration focus moved solely from Hobbema to a more 
diversified portfolio of play types including foothills 
projects that will contribute to production and cash flows 
in 2000 and beyond. 


HIGHLIGHTS | 


* Drilled 56 (46.0 net) wells in 1999 resulting in 15 (10.6 net) natural gas 
wells, 24 (21.8 net) oil wells and 16 (12.6 net) abandoned wells for an 


overall success rate of 71 percent. 


+ Increased average production from 550 boe per day in 1998 to 3,480 boe 
per day in 1999. 


* Completed a major acquisition, effective April 1, 1999, at a cost of 
$42.3 million. The purchase included 1,700 boe per day of production, 
24,000 kilometres of seismic, 58,000 net undeveloped hectares of land 
and a high percentage (over 40 percent) of 100 percent deductible 


tax pools. 


«Issued 9.1 million common shares for net proceeds of $31.4 million 


through three separate equity transactions. 


* Completed an upgrade of our financial, production, land and geophysical 


information systems. 


RESULTS OF OPERATIONS 


The following discussion and the accompanying financial statements 
reflect results of operations for the year ended December 31, 1999 with 
comparisons to the previous fiscal year. It should be noted that 1999 
represents the Company’s first full year of oil and natural gas operations 
as commercial production of oil and natural gas did not commence until 
May 1998. 


CASH FLOW AND NET EARNINGS 


The Company's aggressive exploration and acquisitions program in 1999 resulted in a dramatic increase 
in cash flows from $1,474,000 ($0.07 per share) in 1998, to $16,055,000 ($0.58 per share) in 1999. Velvet’s 
net earnings also increased significantly to $5,886,000 ($0.21 per share) in 1999 from $502,000 ($0.02 per share) 
in 1999. A full year of operations and the utilisation of prior year’s income tax losses contributed to a return 
on shareholders’ equity of 17.2 percent in 1999. The majority of production from the Hobbema area did not come 
onstream until the fourth quarter of 1998, limiting that year’s return on shareholders’ equity to 3.7 percent. 


A detailed review of the components comprising cash flow and net earnings is outlined in the following sections. 


Cash flow per boe 


1999 1998 
Petroleum and natural gas revenue $ 25.57 5 1S 
Interest and other income 0.12 1.45 
Royalties, net of ARTC (5.16) (3.89) 
Operating costs (6.04) (5.32) 
Interest (0.77) (0.22) 
General and administrative (0.83) (3.94) 
Capital taxes (0.25) (0.05) 
en ee emer aoe rain aires r areca inset ded de) Are ae ite wes 


REVENUES 

The acquisition of crude oil production in Ante Creek, Alberta and Parkman, Saskatchewan shifted the Company's 
production base from predominantly natural gas to a balance between crude oil and natural gas. Natural gas 
accounted for 46 percent of total sales in 1999, averaging 16.1 mmcf per day, after contributing 3.9 mmcf per 
day, or 71 percent, in 1998. Oil and natural gas liquids sales averaged 1,869 bbls per day in 1999 up from 
158 bbls per day in 1998. It is expected that our diversified exploration portfolio will maintain the current 


balance between oil and natural gas sales. 


Oil and natural gas revenues totalled $32,487,000 in 1999 from an oil price of $26.92 per bbl ($25.88 per bbl net 
of hedging) at the wellhead and an average natural gas price of $2.59 per mcf. The revenues have been adjusted 
to reflect the cost of the Company's hedging program, which totalled $695,000 for the year. Oil and natural gas 
revenues were $3,879,000 in 1998. 


Average Prices 


1999 1998 

Oil and NGLs ($/bb!) 25.29 15.56 
Natural gas ($/mcf) 2.59 2.08 
Equivalent barrels ($/boe) 25.57 19.31 
Average benchmark prices: 
Oil — WTI Cushing ($US/bb!) 19.27 14.40 

— Edmonton Par ($Cdn/bbl) 27.38 21.35 
Canadian/US dollar exchange rate 1.4861 1.4829 
Gross Revenue 
(thousands) 1999 % 1998 % 
Oil $15,772 48 $ 622 16 
Natural gas 15,233 47 2,983 vel 
USL 2 ike i Gd aan aR DEINE Se SERA RT Mai la ee ey Fy a MNS LS etc ved i 
Oil and natural gas revenue $32,487 100 $ 3,879 100 
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Operating Income 


(thousands) 1999 1998 
Petroleum and natural gas revenues $32,487 $ 3,879 
Royalties, net of ARTC (6,559) (782) 
Production expenses oo sus tae cechune ee aa eee = eee 7672) oe (1,070) 
Operating income $18,256 3 2027 


Netback per boe 


Sales price $ 25.57 $ 19.31 

Royalties (5.16) (3.89) 

Production expenses (6.04) (5.32) 
Daily production volume (boe) 3,480 550 
ROYALTIES 


Royalties, net of tax credits, remained at 20.2 percent of revenues in both 1999 and 1998. Rising freehold royalty 
rates, which are calculated on a sliding scale basis and were impacted by rising commodity prices, were offset 
by an increase in royalty tax credits. The Company's Crown royalties are also calculated on a sliding scale basis 
however, Velvet is eligible to receive Alberta Royalty Tax Credits which significantly reduced the impact of Crown 
royalties in 1999. 


Almost 60 percent of Velvet’s 1999 production was derived from First Nation lands in the Hobbema area of Alberta. 
Freehold royalties on this production were paid to three First Nations. These freehold royalties are similar to 
Alberta Crown Royalties in their method of calculation however, Velvet derives a benefit from these freehold 


royalties in that they are deductible for income tax purposes while Alberta Crown Royalties are not. 


In 2000, the Company's ARTC claim is expected to reach the maximum available to corporations, however, royalty 
holidays and other royalty incentives are expected to contribute to consistent net royalties as a percentage 
of production for the year. 


INTEREST AND OTHER INCOME 


Interest and other income decreased to $149,000 in 1999 from $292,000 in 1998 and represented receipts 
on sale of seismic data. There was no interest income in 1999 as the Company drew on its line of credit through 
the entire year. The prior year's income was derived from proceeds of equity issuances that were invested pending 
subsequent use for capital programs. Interest and income from other sources are not expected to have a 
significant impact on the Company's revenues in 2000. 


PRODUCTION EXPENSES 


Production expenses in 1999 were $7,672,000 or $6.04 per boe and included costs to operate wells acquired 
by acquisition which historically had a higher fixed cost component than Velvet's Hobbema wells. 1998 expenses, 
which related solely to Hobbema operations, totalled $1,070,000 or $5.32 per boe. Hobbema operating costs per 
flowing boe actually decreased in 1999 averaging $5.01 per boe. Production increases and cost reduction initiatives 


implemented by Velvet on acquired properties are expected to reduce operating costs on a per unit basis in 2000. 


ADMINISTRATIVE EXPENSES 


General and administrative expenses in 1999 totalled $1,051,000, up from $792,000 in 1998, and reflect growth 
in systems, staff levels and overhead to manage the Company's aggressive growth and production. Ona per unit 
basis, costs were impacted by economies of scale achieved from our expanding production base and decreased 
to $0.83 per boe from $3.94 per boe in 1998. Velvet capitalises only salaries and benefits directly related 
to exploration activities. The Company does not capitalise any other overhead costs. These costs were $1,395,000 
in 1999 up from $585,000 in 1998 reflecting an increase in our exploration team from six members in 1998 
to 11 at year-end. A full year of costs associated with staffing additions and systems upgrades completed in the 


last half of 1999 are expected to marginally increase our general and administrative expenses in 2000. 


General and Administrative Expenses 


(thousands) 1999 1998 

Gross expenses $3,146 $1,632 
Capitalised salaries (1,395) (585) 
Operator overhead recoveries (700) (255) 


Net expenses $1,051 $792 


Average cost per boe 


Gross expenses $2.48 $8.12 

Capitalised overhead (1.10) 2.91 

Operator recoveries (0.55) (Za 
ae aiteeee RTs eae NM Cia 2A ot rcna Hee naect ce Palaces teins <Peaadtshne UMP URUAY waitin ta toate cee ee ee 


Employees as at December 31 


Head office 29 12 
TGC ITSLRNIG) BS ear IT ALTA ae ee AE ele eps Men ee ee ce URC epee Lidhe 
30 13 


INTEREST EXPENSE 


Velvet was able to fund substantially all of its 1998 capital program with cash flow from operations, cash 
on hand and proceeds from property dispositions allowing it to enter 1999 with just $1,036,000 in bank debt. 
Bank debt was used to support acquisition and capital expenditures in 1999 resulting in a bank loan balance 
of $26,786,000 at December 31, 1999. Interest expense rose with the level of bank debt, totalling $981,000 
in 1999 versus $44,000 in 1998. Velvet funds the majority of its bank debt through the issuance of banker's 
acceptances which resulted in an effective interest rate of 5.85 percent, which was below the average prime rate 
for the year of 6.43 percent. The Company expects to fund its 2000 capital program with cash flow from operations 


supplemented with bank debt, which will cause interest expense on the bank loan to increase for the year. 


DEPLETION, DEPRECIATION AND SITE RESTORATION 


In 1999, Velvet’s depletion expense increased to $8,282,000 from $885,000 in 1998 based on the Company's 
increased production and asset base during the year. On a per unit basis, depletion totalled $6.52 per boe up from 
$4.40 per boe in 1998. The increase in 1999 reflects a higher cost base in the Company's capital assets 


as a significant portion of 1998 activities were financed through farmout arrangements which subsidised the 


Company's capital costs. 


The provision for future site abandonment is based primarily on the abandonment of wells as the Company 


has a limited ownership interest in the facilities it uses for processing its production. 
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Depletion and Depreciation per BOE 


(thousands) 1999 1998 
Depletion $8,282 $ 885 
Depreciation 73 38 
Site festoration Provision | oe dich ete eee er cAaberammuialin ers Wee uaa 

$8,940 $ 971 
Depletion per boe $ 6.52 $ 4.40 
TAXES 


Current taxes consist of the Saskatchewan Capital Tax Surcharge and the Federal Large Corporation Tax. 
The Saskatchewan Capital Tax Surcharge is levied at a rate of 3.6 percent of resource sales generated in Saskatchewan 
less amounts otherwise payable under the Saskatchewan Capital Tax and totalled $210,000 in 1999. Velvet's 


Saskatchewan resource sales are derived from production at Parkman, a property acquired during1999. 


The Federal Large Corporation Tax is determined by the capital base of Velvet and reflects the Company's growth. 
The tax increased from $10,000 in 1998 to $107,000 in 1999. 


Tax Pools 

(thousands) 1999 1998 
Canadian oil and gas property expenses $29,200 $ 5,500 
Canadian development expenses 9,300 200 
Canadian exploration expenses 29,700 7,000 
Loss carry forwards - 1,400 
Undepreciated capital costs 12,100 2,000 
Share issue costs 1,400 600 


$81,700 $16,700 


CAPITAL EXPENDITURES 


Velvet's continued expansion of its Hobbema exploration program along with four producing property acquisitions 
contributed to capital expenditures of $77,642,000 in 1999, a marked increase from the $12,639,000 program 
in 1998. During the year 56 wells were drilled, including 38 in Hobbema, and the Company completed the 
construction of an oil battery to process Hobbema oil production. Acquisitions included our major purchase in 
Ante Creek, Alberta and Parkman, Saskatchewan for $42,300,000. The Company also exercised a call option to 
purchase a 50 percent working interest in three Hobbema exploration wells in exchange for 658,546 common 
shares of Velvet valued at $2,393,000. The 1999 capital program was financed with proceeds from the issuance 


of common shares, bank debt and cash flow generated from operations. 


Capital Expenditures 


(thousands) 1999 1998 

Land $ 2,233 $ 1,359 
Acquisitions, net of dispositions 46,550 2,464 
Geological and geophysical 3,292 1,213 
Drilling and completions 17,561 4,724 
Facilities 4,704 = 
Production equipment 1,410 2,235 
Capitalised exploration salaries 1,395 985 
price conlpment aus 2 

sofa ted bucletieed ete, Goce aa Pepin opens us 


LIQUIDITY AND CAPITAL RESOURCES 


Velvet's capital structure is comprised of common shares and bank indebtedness. 


Velvet's prudent use of financing methods resulted in a very manageable debt level at December 31, 1999. 
Year-end debt, including a working capital deficiency of $4,305,000, totalled $31,091,000, which represents 
less than one times our estimated 2000 cash flow. This balance sheet strength will allow Velvet to aggressively 
pursue acquisition opportunities in 2000 to complement its diversified exploration program. The Company intends 
to carefully monitor its future use of bank debt. 


(thousands) 1999 1998 

Share capital $48,568 64% $17,127 94% 
Bank loan 26,786 36% 1,036 6% 

Sasiernd nia BAM TS EN yeaah EG erst Lee eee an TI rev coos ol cs eathe SE es se pocener eee ee aie 


The Company currently has access to a $35,000,000 line of bank credit on which $8,214,000 was available 
at December 31, 1999. The debt facility is subject to an annual review in the second quarter 2000 and will be adjusted 


to reflect recent reserve additions. The Company is currently well financed to carry out its ongoing capital programs. 


Capitalisation 


At Cost At Market 

(thousands) Amount % Amount % 
Common share equity (closing share price 

on December 31, 1999 — $5.00) $ 48,568 60 $163,225 83 
Working capital deficiency 4305 5 4305 2 
Bank loan 26,/86 33 26,786 14 
Other liabilities 1,303 2 1,303 i 
BSR ae ae coat SACHETS CHa es oes arctan ree a atte isedcomamabites ey a eTor cise Me ee 


NET ASSET VALUE 


Velvet’s 1999 net asset value per fully diluted common share has been calculated using discount rates of 
10 percent, 12 percent and 15 percent on a before tax basis. The value assigned to reserves is based on commodity 
price assumptions of US$21.00 per bbl for crude oil and $2.85 per mcf for natural gas for 2000 and escalating 
thereafter. Reserves, undeveloped land and seismic values are derived from independent third party evaluations. 
Net Asset Value 

Discounted at 


(thousands, except per share) 10% 12% 15% 


Present value of reserves, before income taxes, 


risked as to 50% for probable reserves $ 103,878 § Sia == SS) 
Undeveloped land 25,610 25,610 25,610 
Seismic 3,000 3,000 3,000 
Working capital (deficiency) (4,305) (4,305) (4,305) 
Long-term debt (26,786) (26,786) (26,786) 
Future site restoration costs io Binet leah AMIN 1058) peer ae (639), (633). 
Netassetvalue. $ 100,764 $ 94,364 $ 86,143 
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RISK MANAGEMENT 


Periodically, Velvet will use financial instruments in an attempt to protect future cash flows. Certain of these crude 
oil sales contracts set a fixed price that was subsequently settled against a higher floating price, resulting 
in a hedging cost to Velvet of $695,000. During the year, the Company entered into crude oil and natural gas 
contracts that will also impact on 2000 and 2001 revenues. A summary of these contracts, along with the 
Company's financial exposure as at December 31, 1999, is included in note 8 to the financial statements, which 


can be found on page 44. 


FUTURE TRENDS AND RISK FACTORS 


The exploration, development, production and marketing of crude oil and natural gas reserves carry certain risks. 
There is the risk associated with accessing capital when required and at competitive rates; the economic risk 
of finding reserves and bringing them onstream at reasonable cost and the financial risk of selling these commodities 


at a competitive price in potentially turbulent markets. 


Velvet's land holdings are currently concentrated in six core areas in Alberta and Saskatchewan. The Company attempts 


to limit risk by employing professionals who have experience in these areas and utilise leading edge technology. 


Production from our core areas is balanced between crude oil and natural gas, providing diversification through 
exposure to differing commodity markets. The price of natural gas has remained strong as a result of additional 
pipeline capacity to the U.S. This corresponding expansion in the Canadian market has reduced the pricing 


differential between U.S. and Canadian markets, strengthening the price for Alberta production. 


The price Velvet receives for its crude oil production is impacted by several factors. These include the quality 
of the oil, prices of competing fuels, value of refined products, distance to markets and supply/demand balance. 
Velvet is also exposed to risk from exchange fluctuations between the U.S. and Canadian dollars as it receives 


the majority of its oil revenues from contracts paid in U.S. dollars. 


The recent upswing in commodity prices, combined with a strengthening economy, has contributed to a slightly 
stronger Canadian dollar. The pace of economic recovery in the U.S. has put pressure on the Bank of Canada 
to raise short term lending rates, which has pushed prime lending rates to 6.75 percent. The Company's exposure 


to fluctuations in these areas is small relative to commodity price swings. 


Financial hedging instruments are used, where appropriate, to provide stability with respect to commodities pricing, 
interest and exchange rates and the Company continuously monitors its hedging program. Crude oil and natural 
gas hedging arrangements impacting on the years 2000-2002 are detailed in the Risk Management section. 


Accessing capital when required and at competitive rates is highly dependent on market conditions. Velvet has 
utilised various financing vehicles to fund its capital programs, including farm-outs and asset dispositions, which 
has resulted in an effective use of debt financing. The Company continuously monitors its capital mix, paying 


particular attention to its debt levels, as market conditions remain volatile. 


There are numerous uncertainties inherent in estimating quantities of reserves and the cash flows that would 
result from these reserves, including many factors that are beyond the control of the Company. Evaluations 


of reserves, including those contained in this report, represent estimates only and include a number of assumptions. 


Velvet's future reserves, production and cash flows are dependent on its success in developing the current reserve 
base and acquiring additional lands for exploration and development. Without the addition of reserves, 


the Company's existing reserves and production are subject to continued decline. 


The oil and natural gas industry is subject to extensive controls and regulations imposed by various levels 
of government. All current legislation is a matter of public record and Velvet is unable to predict what additional 


legislation or amendments may be enacted. 


The oil and natural gas industry is also subject to environmental regulation pursuant to local, provincial and federal 
legislation. Velvet is committed to meeting its responsibilities to protect the environment and to this end the 
Board of Directors monitors an environment and safety management system to ensure appropriate policies 


and procedures are in place. 


SENSITIVITIES 


The following are the variables that have the greatest impact on 2000 budgeted cash flow: 


Cash Flow Cash Flow 
per Share 
Natural gas 
per $0.10 per mcf $ 500,000 $ 0.02 
per 1 mmcf per day $ 625,000 ® ).02 
Oil 
per US$1.00 WTI $ 850,000 $ 0.03 
per 100 bbls per day $ 600,000 $ 0.02 
Exchange rate 
per US$.01 $ 400,000 $ 0.01 
Interest rate 
per 1% prime $ 325,000 $ 0.01 
Common Share Trading 
Years ended December 31 1999 1998 
Trading volume (thousands) 
Vancouver Stock Exchange (January 1, 1998 — October 15, 1998) - 14,255 
Toronto Stock Exchange (October 16, 1998 — December 31, 1999) 30,234 2,848 
% of average number of shares outstanding 110% 76% 
Daily average 120 65 
Trading value (thousands) $127,631 $29,185 
Share price 
High $6.10 W208 
Low $1.70 $1.25 
Weighted average $4.22 $1.71 
Market capitalisation 
Shares outstanding (thousands) 32,645 22,514 
Year-end share price $5.00 $1.85 
Total (thousands) $163,225 $41,651 
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MANAGEMENT’S RESPONSIBILITY 


Management is responsible for the preparation, integrity and fair presentation of the financial statements and 
other information in the annual report. The financial statements have been prepared using generally accepted 
accounting principles including, where applicable, amounts based on management's best estimates. 
By their nature, these estimates are subject to measurement uncertainty and actual results could differ from these 
estimates. Financial information elsewhere in this annual report is consistent with that in the financial statements. 


Velvet maintains a system of internal controls designed to give reasonable assurance that transactions are 
appropriately authorized, assets are safeguarded from loss or unauthorized use and financial information 
is presented on a timely basis, is relevant and reliable. 


The Board of Directors is responsible for ensuring that management fulfills its responsibility for financial reporting 
and is ultimately responsible for reviewing and approving the financial statements. The Board of Directors carries 
out its responsibility principally through its audit committee. 


The audit committee, the majority being non-management directors, is appointed by the Board of Directors. 
The audit committee has reviewed Velvet’s financial statements with management and the auditors and has 
recommended their approval by the Board of Directors. 


Ernst & Young LLP, an independent firm of Chartered Accountants appointed by the shareholders, has examined 
the financial statements in accordance with generally accepted auditing standards and its report is included 
herein. Ernst & Young LLP has full and free access to the audit committee. 


= liga 


Ken S. Woolner J. Peter Henry 
President and Chief Executive Officer Vice President, Finance and Chief Financial Officer 


AUDITORS’ REPORT 


TO THE SHAREHOLDERS OF VELVET EXPLORATION LTD. 


We have audited the balance sheets of Velvet Exploration Ltd. as at December 31, 1999 and 1998 and the 
statements of earnings and retained earnings (deficit) and cash flows for the years then ended. These financial 
statements are the responsibility of the Company's management. Our responsibility is to express an opinion on 
these financial statements based on our audits. 


We conducted our audits in accordance with auditing standards generally accepted in Canada. Those standards 
require that we plan and perform an audit to obtain reasonable assurance whether the financial statements 
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts 
and disclosures in the financial statements. An audit also includes assessing the accounting principles used 
and significant estimates made by management, as well as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial position of the 
Company as at December 31, 1999 and 1998 and the results of its operations and its cash flows for the years 
then ended in accordance with accounting principles generally accepted in Canada. 


Ernet . Gata Lp 
Calgary, Canada Chartered Accountants 
February 25, 2000 


VELVET EXPLORATION LTD. 
BALANCE SHEETS 


As at December 31, 1999 1998 
ASSETS 
Current: 
Cash and term deposits $ - $ 500,000 
_ Accounts receivable 14,354,203 1,773,533 
AR er ee Deane ict ae ABR UY state ennore Ao ese ee eee as : 
Capital assets (Note3) 86,848,021 17,561,454 
SAT ROTTS ie nC DST ANT OSI ere pda ais be ; ney nt ae eee ; rane 
LIABILITIES 
Current: 

Accounts payable and accrued liabilities $ 18,659,183 $ 4,909,441 
Bank loan (Note 4) 26,786,237 1,036,080 
Deferred taxes 669,514 - 
Future site restoration costs 633,336 48 300 
SE PCPA CE aR RRR SEA te a Mia te arte eee iain ma tote ete : hopegen eae eee sige Eyer : 


SHAREHOLDERS’ EQUITY 


Share capital (Note 5) 48,567,958 17,126,864 

fetoined carnings(dCTIC i pee Ace et ee Rad ie hg (3,285,698) 
HT secu ee SO ete caren 54,453,954 13,841,166 
SUSY CEM GAt hse MEE eet Cane SIRO Terrie gee ae EA | tes ert ate a - Rcuaneae ae ae 


See accompanying notes 


Approved on behalf of the Board: 


Director Director 


Sa 


VELVET EXPLORATION LTD. 
STATEMENTS OF EARNINGS AND 
RETAINED EARNINGS (DEFICIT) 


For the years ended December 31 1999 1998 
REVENUES 
Oil and natural gas $ 32,487,032 $ 3,879,384 
Royalties, net of ARTC (6,559,257) (782,015) 
oreeaanns ens sali sats Ban tae hort aa Shae 
) Jntetestandiother Meome 2) aera ae eee 148,966 (sh ls 291,689 
26,076,741 3,389,058 
EXPENSES 
Production 7,672,405 1,069,665 
General and administrative 1,051,179 7Sie529 
Interest on bank loan 981,309 44 145 
Depletion, depreciation and site restoration 8,940,155 971,482 
ee 2 
Earnings before taxes 7,431,693 512,237 
Taxes (Note 6) 
Current taxes 316,945 10,000 
Deferred taxes 1,228,752 = 
Mn ee (eas Segara re eee rae 
ee Daven eee ee ere oleh nioeanigntd waaianas aoa Eee tee 3 Se . 
Deficit, beginning of year (3,285,698) (3,787,935) 
Elimination of deficit through 
__ reduction of share capital (Note 5(b)) 3,285,698 = 
Pa or There a aay sitits ebay ent aS ¢ a Baas Beet ncto Arts cis een s 


Earnings per common share (Note 7) 
Basic $ 0.21 $ 0.02 
Fully diluted $ 0.21 $ 0.02 


See accompanying notes 


VELVET EXPLORATION LTD. 
STATEMENTS OF CASH FLOWS 


For the years ended December 31 1999 1998 


OPERATING ACTIVITIES 


Net earnings for the year $ 5,885,996 SampOZs2a0 
Non-cash items 
Depletion, depreciation and site restoration 8,940,155 971,482 
eee Deferred taxes 1,228,752 = 
Eee aati Bee ane un aoe ee ea yo 5 se ae roe 
Changes in non-cash working capital (574,024) (266,454) 
=A aE OF EEE ETO HeLa ute ac EM CAC: OLceRe SORIA Fa HET oe a ee ‘ 


FINANCING ACTIVITIES 


Bank loan 25,750,157 1,036,080 
_, Proceeds (costs) on issuance of common shares CUD eae (100,182), 
57,525,211 935,898 


INVESTING ACTIVITIES 


Capital asset additions (73,999,079) (16,293,690) 
Proceeds on disposition of capital assets 492,989 4 000,000 
A ELIOT ELT ST SETAC SETS PLIERS RE OUR eres Carer oto os SLA Recs Rae oe a 
Haid eae prope tai ee a RN Mere rele ae ae areareette ye fener uae iene 

Cash and term deposits, 
He CHITIN 08 1c AMR a Nein lela 500,000 10,680,527 
at eat: s icH aT ER al TA a HI yi Go 
end of period $ ~ $ 500,000 


Cash flow per common share (Note 7) 


Basic 
Fully diluted 


See accompanying notes 


$ 0.07 


$ 0.07 
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VELVET EXPLORATION LTD. 


NOTES TO FINANCIAL STATEMENTS 
December 31, 1999 and 1998 


abe SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 


Description of Business 

Velvet Exploration Ltd. (the “Company”), is incorporated under the Business Corporations Act (Alberta). 
The Company is engaged in the acquisition, exploration and development of oil and natural gas properties 
solely in Canada. 


Capital Assets 

The Company follows the full cost method of accounting for its oil and gas operations whereby all costs 
related to the acquisition of petroleum and natural gas interests are capitalised. Such costs include land 
and lease acquisition costs, annual carrying charges of non-producing properties, geological and geophysical costs, 
costs of drilling and equipping productive and non-productive wells, and direct exploration salaries and related 
benefits. Proceeds from the disposal of capital assets are recorded as a reduction of the related expenditures 
without recognition of a gain or loss unless the disposal would result in a change of 20 percent or more in the 
depletion rate. 


Depletion and depreciation of the capitalised costs are computed using the unit-of-production method based on 
the estimated proven reserves of oil and gas determined by independent consultants. Reserves are converted 
to common units on the basis that six thousand cubic feet of natural gas is equivalent to one barrel of crude oil 
and natural gas liquids. 


The Company applies a ceiling test to capitalised costs to ensure that such costs do not exceed estimated future 
net revenues from production of proven reserves at year end market prices less future production, administrative, 
financing, site restoration, and income tax costs plus the lower of cost or estimated market value of unproved 
properties. 


Depreciation of office equipment is provided using the declining balance method at annual rates of 20 percent 
and 30 percent. 


Future Site Restoration Costs 

Estimated future site restoration and removal costs, net of salvage values, are provided using the unit-of-production 
method based on estimated proven reserves. The annual charge is accounted for as an expense and the 
accumulated provision is reflected as a liability. Actual site restoration costs are deducted from the accumulated 
provision in the year incurred. 


Measurement Uncertainty 

The amounts recorded for depletion and depreciation of capital assets are based on estimates of reserves and 
future costs. By their nature, these estimates and those related to the future cash flows used to assess impairment 
are subject to measurement uncertainty and the impact on the financial statements of future periods could be 
material. 


Financial Instruments 

The Company uses financial instruments to hedge against unfavourable fluctuations in commodity prices as 
summarised in note 8. Receipts on contracts that are designated as hedges are recognised in income concurrently 
with the hedged transaction. The fair values of these contracts are not reflected in these financial statements. 


Other financial instruments of the Company consist of cash and term deposits, accounts receivable, accounts 
payable and accrued liabilities and bank loan. As at December 31, 1999 and 1998, there are no significant differences 
between the carrying values of these amounts and their estimated values. 


Joint Operations 

The majority of the oil and gas operations of the Company are conducted jointly with others and accordingly these 
financial statements reflect only the proportionate interests of the Company in such activities. 

Income Taxes 

The Company follows the deferral method of accounting for the tax effect of the timing differences between 
taxable income and income as recorded in the financial statements. Timing differences arise when, for example, 


the Company deducts exploration and development expenditures and capital cost allowances for income tax 
purposes in amounts differing from those charged to expense in the financial statements. 


Stock Based Compensation Plans 

The Company has two stock-based compensation plans, which are described in Note 5. Under the employee 
stock option plan, no compensation expense is recognised when stock options are issued to employees. 
Any consideration paid by employees on exercise of stock options is credited to share capital. Under the employee 
share ownership plan, compensation expense is recorded based on the Company’s cost to purchase shares, 
matching the employees contribution, for deposit to employee's accounts under the plan. 


ACQUISITION 


On June1, 1999, the Company acquired assets through the purchase of the shares of 769198 Alberta Ltd. for 
cash consideration of $42,334,355. 769198 Alberta Ltd. had been incorporated pursuant to the Business Corporations 
Act (Alberta) and had been organized prior to the acquisition. The oil and gas assets were transferred to 769198 
Alberta Ltd. shortly before the closing of the acquisition. At closing, 769198 Alberta Ltd. was immediately 
amalgamated with the Company. 


The transaction has been accounted for by the purchase method and the financial statements include the results 
of operations from the date of the acquisition, April 1, 1999. The purchase price was allocated to petroleum and 
natural gas interests. 


CAPITAL ASSETS 


As at December 31 1999 1998 
Cost Accumulated Net Book Cost Accumulated Net Book 
Depletion and Value Depletion and Value 
Depreciation Depreciation 


Petroleum and 
natural gas interests $ 95,694,307 $ 9,353,853 $ 86,340,454 $18,549,943 $1,072,283 §$ 17,477,660 
Office equipment 629,680 122,113 507,567 11327358 48,564 83,794 


$ 96,323,987 $ 9,475,966 $ 86,848,021 $18,682,301 $1,120,847 $ 17,561,454 


At December 31, 1999, capital assets include $19,701,000 (December 31, 1998 — $6,675,000) relating to undeveloped 
properties, which have been excluded from the depletion calculation. 


During the year, the Company capitalised $1,395,000 (December 31, 1998 — $585,000) of exploration salaries 
and related benefits. 


BANK LOAN 


The Company has a demand revolving operating credit facility with a Canadian chartered bank which provides for 
a line of credit of $35,000,000. The loan bears interest at bank prime (as at December 31, 1999 — 6.5 percent; 
1998 — 6.75 percent), and a $50,000,000 demand debenture conveying a first floating charge over all present 
and after-acquired property of the Company is pledged as collateral. The credit facility is on a revolving basis, 
subject to an annual review, and has a demand feature; however, repayments are not required provided that 
borrowings are not in excess of the borrowing base and that other loan covenants are complied with. As at 
December 31, 1999 an amount of $26,786,237 (1998 - $1,036,080) was drawn under the loan facility. The bank 
has indicated that, while it reserves the right to request payment on demand, no principal payments are anticipated. 
Accordingly, the bank loan has been classified as long term. 
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SHARE CAPITAL 


Authorized 
Unlimited number of common shares 


Number of Amount 


Shares Issued 


Balance as-at December 3], 190/  s 19409170 $ 17,227,086 
Conversion of special warrants ; 3195000 +... 
Share cancellations (80,450) 

Share isSwe.COStS oe hy ete (100,182) 
Balance as at December 31,1998 22,514,276 "17,126,864 
Repayment of Shareholder loans (a) 215,000 
Elimination of deficit through reduction of share capital (b) (3,285,698) 
Conversion of share purchase warrants (c) S23, 030 10,909,605 
Issued pursuant to a prospectus dated July 22, 1999 (d) 6,000,000 21,300,000 
Share issue costs (net of tax effect of $559,238) (690,138) 
Purchase of petroleum and natural gas rights (e) 658,546 2,392,500 
Exercise of stock options <0 ee 348,290. 4 eee 999,825 
Balance as atDecember31,1999 = = 32,644,902 $48,567,958 


(a) The shareholder loans represented advances to two employees of the Company to purchase common shares. 
The loans were repaid in their entirety during 1999. The notes bore interest at 10 percent per annum and the 
common shares were pledged as collateral. 


(b) Elimination of deficit (derived from activity prior to the commencement of commercial oil and natural gas 
production) at December 31, 1998 as ratified by shareholders at the May 11, 1999 Annual General Meeting. 


(c) Issued 3,123,830 common shares relating to share purchase warrants at prices from $2.50 to $3.55 per share 
with expiry dates from May 23, 1999 to June 1, 2000. As at December 31, 1999, 16,931 share purchase 
warrants were outstanding. 


(d 


Issued 6,000,000 Special Warrants at $3.55 per warrant for gross proceeds of $21,300,000. Each Special 
Warrant entitled the holder to exchange the Special Warrant, at no additional cost, for one common share of 
the Company. A prospectus was filed on July 22, 1999 with regulatory authorities to qualify the common 
shares for public distribution upon the exercise of the Special Warrants. No special warrants were outstanding 
at December 31, 1999. 


(e) On May 31, 1999, Velvet Exploration exercised its call option under a farm-out agreement with Synnova 
Resource Limited Partnership (“Synnova”) to purchase, for 658,546 common shares of the Company, 
Synnova’s interest in three exploration wells drilled in Hobbema, Alberta. The call option price was $2,392,500 
payable in Velvet common shares based on the 20 day weighted average price of $3.633 calculated at 
the close of trading on May 28, 1999. 


(f) Of the total issued common shares, 334,775 shares are held in escrow. 


Stock options 
Pursuant to the Company stock option plan, options have been granted, and are outstanding, to certain directors, 
officers and employees. At December 31, 1999, options for the purchase of a total of 2,632,750 shares 


were outstanding at exercise prices from $1.50 to $5.95 per share with expiry dates from May 14, 2002 to 
November 30, 2004. 


Under the employee stock option plan, the Company may grant stock options to its employees in total up to 
10 percent of the Company's issued common shares. Options may be issued upon commencement of 
employment or periodically as approved by the Board of Directors. Options are priced at the closing trading price 
of the Company's common shares on the business day immediately preceding the date of the grant and have 
a maximum term of five years. Options granted under the terms of the current plan vest at a rate of 33 1/3 percent 
per year commencing on the first anniversary of the date of granting. 


A summary of the status of the Company's stock option plan as of December 31, 1999 and 1998, and changes 
during those years, is presented below: 


te ot er a AB cs BI at th etl ea hn Aeris meee i ed decrees aa la Cg ee 
Weighted Average 


Fixed Options Shares Exercise Price 
Outstanding at December 31, 1997 970,000 $ 2.54 
Exercised - - 
Granted 1,175,000 $ 1.76 
Cancelled (570,000) $ 3.10 
mica Pee a ccs Gam an) oer map acd cai pea ie a es 
Exercised (348,250) $ 72 
Granted 1,466,000 $ 4.08 
Cancelled _ (60,000) $1550 
meant i Se ore Oe tag nan eee Fess ko ee oe oe 


Options exercisable at December 31, 1999, totalling 908,400 at a weighted average exercise price of $1.76 
(1998 — 703,750 at a weighted average price of $1.74), have terms to expiry ranging from 2.5 years to 4.0 years. 


Employee Share Ownership Plan 

Under the employee share ownership plan (the “Plan”), the Company makes a matching contribution to the plan 
of each employee on a quarterly basis. All employees of the Company are eligible to participate in the Plan. 
All contributions to the Plan are used to purchase common shares of the Company on the open market. 


TAXES 


Taxes differ from the amounts which would be obtained by applying statutory income tax rates to earnings before 
taxes as follows: 


1999 1998 
Computed income taxes at 45% $ 3,326,533 $ 221,401 
Add (deduct) income tax effect of: 
Non-deductible crown royalties and similar charges, 
net of Alberta Royalty Tax Credit 410,302 8,721 
Prescribed resource loss (resource allowance) (1,947,225) (78,577) 
Net effect of charges related to petroleum and natural gas 
interests having different income tax and accounting basis 197,970 94,812 
Permanent portion of share issue costs - (87,299) 
Benefit of losses not previously recognised (771,249) (162,497) 
Provincial capital tax 224,852 ~ 
Large corporation tax 92,093 10,000 
OTS skid ater eed eevee 7 od ve obs at 12021 ea hc 3,439 
Ee cee be Dea ee ear ce ret ee cic 5s; a reana 


As at December 31, 1999 non-capital losses of nil (December 31, 1998 — $1,713,887) are available to be carried 
forward and applied against future taxable income. 


As at December 31, 1999 the Company has exploration and development costs, undepreciated capital costs, 
unamortized share issue costs and loss carry forwards available for deduction against future taxable income 
in aggregate of approximately $81.7 million (December 31, 1998 — $16.7 million). 
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PER SHARE AMOUNTS 


The per share amounts are based on the weighted average number of shares outstanding during the year 
of 27,519,567 (December 31, 1998 — 21,213,251). Fully diluted per share amounts are based on the 
weighted average number of shares that would have been outstanding had all stock options and warrants 
been converted to common shares, except for conversions that would have been anti-dilutive. 


FINANCIAL INSTRUMENTS 


The Company is a party to certain off-balance sheet derivative financial instruments which have fixed the price 
of a portion of its crude oil production in bbls and its natural gas production in gigajoules (GJ). The Company 
enters into these contracts for hedging purposes only, in order to protect its future cash flow from the volatility 
of 

crude oil and natural gas commodity prices. 


The Company has outstanding contracts at December 31, 1999 as follows: 


Volume Average Fixed Price Term 
Natural gas swaps 3,578,000 $2.75 November 1, 1999 - October 31, 2000 
Natural gas put options 4,642,500 $3.11 November 1, 1999 - October 31, 2002 
Crude oil swaps 15,500 $34.70 January 1, 2000 - January 31, 2000 
Crude oil collars 23,250 $33.00 - $37.00 March 1, 2000 - March 31, 2000 
Crude oil collars 395,000 US$17.20 - US$22.10 January 1, 2000 - December 31, 2000 


The estimated liabilities on the above transactions were $1,153,000 as at December 31, 1999 
(December 31, 1998 — $659,000). The estimated liabilities are based on the market value of these financial 
instruments at year-end and represent the amounts the Company would have paid to terminate the contracts 
at that time. These instruments have no book values recorded in the financial statements. 


COMPARATIVE FIGURES 


Certain of the comparative figures have been reclassified to conform to the current period’s presentation. 
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